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Summary of L egislation: Corporate Taxes: Thishill repealsthe: (1) GrossIncome Tax; (2) Supplemental
Net Income Tax; (3) Bank Tax; (4) Savings and Loan Tax; and (5) Production Credit Association Tax. The
bill establishes a Business Franchise Tax.

School General Fund Property Tax Levies: The bill reduces the maximum permissible school general fund
property tax levy and increases the state funding of schools.

WelfareProperty Tax Levies: Thebill reduces part of the county general fund levy used to fund the county's
obligation for: (1) the Hospital Care for the Indigent Program or Uninsured Parent Program (formerly the
HCI Fund). Thebill eliminatesthe property tax levy for the Family and Children's Fund, the County Medical
Assistanceto Wards Fund, and the County Children with Special Health Care Needs Fund and providesstate
funding to replace the eliminated part of each levy.

Trial Court Levies: Thebill transfersto the state certain court feesand apart of the Excise Tax and Financial
Institutions Tax revenue previously distributed to counties. The bill reduces the county general fund levies
used to fund court personnel and operations. The bill transfers the funding of trial courts to the state.
Pension Relief: Thishill providesfor an additional distribution of $30,000,000 per year for pension relief.
Homestead Credit: The bill increases the Homestead Credit to 15%.

Earned Income Tax Credit: The bill expands the Earned Income Tax Credit.

Income Tax Deductions: The bill increases the Renter's Deduction and Dependent Child Deduction.

Research Expense Credit: The bill increases the Research Expense Credit to 20% and eliminates the
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apportionment factor. The expiration date of this credit is eliminated.
Inventory Tax Credit: The bill establishes a Property Tax Replacement Credit for inventory.

Business|nvestment Tax Credit: Thishill establishesaBusinessInvestment Credit agai nst statetax liability
for property taxes paid on personal business property.

Adjusted Gross Income Tax: The bill increases the Adjusted Gross Income Tax rate.

Property Tax Replacement Credit: The bill eliminates the state 20% Property Tax Replacement Credit.
Sales & Use Tax: The bill increases the Sales and Use Tax to 6%.

New Funds: The bill also establishes the Tax Relief Fund and the Tuition Support Stabilization Fund.
Effective Date: July 1, 2002; January 1, 2003; July 1, 2003.

Explanation of State Expenditures: Summary: This bill contains several provisions that impact state
expenditures and revenues. The net increase in estimated expendituresis $426.8 M in FY 2003 and $950.8
M in FY 2004. Estimated net revenueincreasestotal $945.4M in FY 2003, and $1,255.0 M in FY 2004. The

net impact of the revenue increases over estimated expenditure is approximately $518.6 M in FY 2003 and
$304.2 M in FY 2004. The fiscal impact of each provision is summarized in the table below.
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Net Expenditure and Revenue I mpacts
Provision FY 2003 FY 2004

State Expenditures:
Net School Levy Reductions * $448.3 M $908.6 M #
Net Welfare Levy Reductions * 1532 M 314.0M
Net Trial Court Levies/Fees* 69.2M 1404 M #
Police & Fire Pension Levy Relief 150M 30.0M
Homestead Credit- Increase to 15% 225M 124.7M
Inventory Tax Replacement Credit 201.1M 411.0M
Elimination of PTRC (482.5 M) (977.9 M)

Total Change in Expenditures $426.8 M $950.8 M
State Revenues:
Elimination of Corporate Gross Income Tax ($162.8 M) ($340.4 M)
Elimination of SNIT/Increase Corp AGI 37.9M 80.0M
Business Franchise Tax 189.2M 321.0M
Research Expense Credit (34.3 M) (7.3 M)
Individual AGI - Graduated Rate 2244 M 602.2 M
Increase Child Exemption- Add. $500 (14.4 M) (34.8 M)
Increase Renter’s Deduction- Add. $1,000 (27.0M)
Increase Earned Income Tax Credit (15.0 M) (36.0 M)
Investment Tax Credit (45.1 M)
Increase Sales Tax - Add 1% 7204 M 806.4 M

Total Change in Revenues $945.4 M $1,255.0 M
Balance to be distributed to Reserve Funds $518.6 M $304.2 M
* Expenditure estimates are net of the state capturing Excise Taxes, FIT, and court fees.
# FY 2004 expenditure growth rates reflect the current revenue forecast and not the historical increasesin these
expenditures. Growth rates could be higher depending on future appropriations.

School General Fund Property Tax Levies: Thishill reducesschool general fund property tax leviesfor CY
2003 by $896.5 M and the amount of Motor Vehicle Excise Tax and Financia Institutions Tax (FIT) that
isdistributed to schools by $110 M. The CY 2003 state school formulaspending limit isincreased to offset
the reduction in the levies and Motor Vehicle Excise Taxes and FIT. The state captures the reduction in
Motor Vehicle Excise Tax and FIT due to reductionsin the levies as state General Fund revenue. The net
impact of the provision isthe decrease in the school general fund levies. The bill does not increase the FY
2003 appropriation for tuition support. Without an increase in the appropriation, the state tuition support
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distribution for FY 2003 would have to be reduced by $503.4 M to keep the distribution within the current
appropriation. The estimated increasein state funding needed for FY 2003 is$448.25 M (%2 of the CY 2003
amount of $896.5M). Currently no school formulaexistsfor CY 2004. Assuming that the CY 2004 formula
would continue the CY 2003 trend of providing about 80% state funding, the increase in tuition support
responsibility for FY 2004 would be $908.6 M (V2 of the CY 2003 amount of $896.5 M and ¥z of the CY
2004 amount of $920.7 M).

School Funding Calendar Year Projections 2002 2003 2004

State Support Bill $3,471,100,000 $ 4,600,900,000 $4,725,800,000
Current 3,471,100,000 3,594,200,000 3,691,900,000

Difference 1,006,700,000 1,033,900,000

Property Taxes Bill 1,717,900,000 881,700,000 905,600,000
Current 1,717,900,000 1,778,200,000 1,826,300,000

Difference (896,500,000) (920,700,000)

Motor Vehicle Excise & FIT Bill 215,300,000 110,200,000 112,500,000
Current 215,300,000 220,400,000 225,700,000

Difference (110,200,000) (113,200,000)

Total Bill 5,404,300,000 5,592,800,000 5,787,900,000
Current 5,404,300,000 5,592,800,000 5,787,900,000

Difference 0 0

Welfare Levy Elimination: This bill eliminates the remaining county funding of welfare and children’s
services and transfers funding responsibility to the state. (HEA 1001-1999 removed the property tax levies
for the County Welfare Fund and the County Welfare Administration Fund.)

Beginning in CY 2003, the state would be responsible for the current county expenditures for welfare and
children’ s services. The projections below are based on estimated growth in child welfare expenditures of
about 5% per year reflecting the average annual increase from 1998 to 2001.

The state already contributes to this expenditure in the form of Property Tax Replacement Credit (PTRC)
and Homestead Credit. Part of the counties’ funding also comes from distributions of Excise Taxes (Motor
Vehicle, Commercial Vehicle, Boat, and Aircraft) and Financial Institutions Tax (FIT) revenue. The state
will receive Excise Taxes and FIT payments attributable to the welfare funds from counties under this
provision. The additional state expenditure estimates for the state takeover of the gross welfare levies are
presented by fund in the following table.

Estimated Cost for State Takeover of Gross Welfare Levies
(In $Millions)

Fund CY 2003 | CY 2004 | CY 2005 § FY 2003 FY 2004 FY 2005
Family & Children $236.1 $247.9 $260.3 $118.0 $241.9 $254.0
HCI 52.3 55.0 57.8 26.2 53.7 56.4
MAW 11.2 11.8 124 5.6 115 121
Children w/ Health Needs 6.8 7.0 7.3 34 6.9 7.2
TOTAL $306.4 $321.7 $337.8 $153.2 $314.0 $329.7
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Trial Court Levies: The following court expenditures would be assumed by the state:

. salaries of other judicia officers (court commissioners and referees), court reporters, bailiffs, jury
commissioners, court administrators and staff, secretaries, law clerks, court clerks and other
employees, probation office;

. per diem costs for reporters and bailiffs for cases venued in and out;

. per diem fees for grand jurors;

. per diem fees for petit jurors;

. witness fees;

. fees for witnesses providing medical and psychiatric testimony;

. judges’ pro tem payments,

. other nonsalary expenses, supplies, rentals, lodging and meals for jurors;
. other services and charges; and

. other capital outlays.

The following fees and related interest on investments that are currently deposited into the county general
fund would now be deposited in the state General Fund:

. court costs fees,

. adult probation user fees,

. juvenile probation user fees,
. jury fees, and

. other fees.

The projected net expenses to the state are based on a five-year history of revenues and expenditures
proj ected through FY 2005. Expendituresincludetheitemsassociated withthedaily operationsof the courts,
the additional costs for fringe benefits and health insurance for full-time court employees, and the fringe
benefits for part-time court empl oyees.

Part of current funding comes from county distributions of Excise Taxes (Motor Vehicle, Commercial
Vehicle, Boat, and Aircraft) and Financial Institutions Tax (FIT) revenue. Thestatewill receive Excise Taxes
and FIT payments attributable to levies for court expenditures under this provision.

Net Trial Court Expenditures FY 2003 FY 2004 FY 2005
Assumed by the State $69.2 M $140.4 M $144.2 M

Pension Relief Distribution: Thishill appropriates$30 M annually from the state General Fund to unitsthat
receive distributions from the Pension Relief Fund. Thisisin addition to the regular distributions made to
the Pension Relief Fund. The distributions required shall be made in two equal installments before July 1
and October 2 of each year. The amount to be distributed to each unit of local government shall be
determined by the Public Employees’ Retirement Fund Board. This provision is effective January 1, 2003,
s0 $15 M will be distributed in FY 2003 and $30 M in FY 2004.

Inaddition, the Department of L ocal Government Finance (State Tax Board) isrequired to reduceeach unit’s
property tax levy by an amount equal to the distribution.

Homestead Credit Increase: Currently, Homestead Credits are equal to 10% of homeowners' property tax

liability. The Homestead Credit percentage is scheduled to changeto 4%in CY 2004. This provision would
permanently set the Homestead Credit at 15% beginning in CY 2003. In CY 2001, Homestead Credits (at
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10%) amounted to $195.5 M.

In addition to the increase in the Homestead Credit rate, the property tax levy reductions found elsewhere
in this bill will also have an impact in the cost of providing Homestead Credits. The following table
summarizesall of the changesin thisbill that affect the cost of the Homestead Credit. The changes made by
the levy reductions were considered first. The resulting Homestead Credit cost serves as the base for the
change in the credit percentage.

Summary of Homestead Credit Cost I ncrease
Cost Change From Cost Change From Total
Cal. Year Current % New % Levy Reduction Per centage Change Cost Change
2003 10% 15% $(52.4 M) $ 974 M $ 450M
2004 4% 15% (221 M) 2265M 204.4M
2005 4% 15% (23.4 M) 2395M 2161 M

The following table is a summary of the total Homestead Credit cost changes by state fiscal year.

Summary of Homestead Credit Cost I ncrease
Fiscal Y ear Total Cost Increase
2003 $ 225M
2004 1247 M
2005 2103 M

I nventory Tax Replacement Credit: Under thisprovision, the statewoul d provide a100% credit for property
taxes due on inventory assessments. The credit would be passed through county auditors and paid to civil
taxing units and schools at the same time that property taxes are distributed.

Estimation Issues: In estimating the impact of this provision, special attention was given to the impending
real property reassessment. Thefinal rulesonreal property assessment and personal property assessment will
have adirect impact on property tax rates and the amount of the property tax levy that will be attributed to
inventory. Thereal property reassessment will shift some of the property tax burden from personal property
ownersto real property owners, while the new personal property assessment rule will moderate that shift to
some extent. Thetotal increasein assessed valuefor 2002 pay 2003 isestimated at about 61.1%, taking both
the new real property and personal property rulesinto account. It was assumed that the next reassessment
will apply to property assessed in 2002 with taxesfirst paid in 2003 as mandated in the latest order from the
Indiana Tax Court.

While it is difficult or impossible to estimate, the complete removal of the tax burden on inventory will
provide an incentive for taxpayers to report more inventory in the state. Taxpayers who currently move
inventory out of state may keep more of their inventory in Indiana. Also, the elimination of property tax on
inventory may attract new operations that hold inventories. The estimated cost of the Inventory Tax
Replacement Credit presented below is based on historical growths and known factors. If, in fact, this
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provision causesbehavioral changesthat result in higher levelsof inventory, theactual cost of the credit will
exceed the estimates below.

Data: According to the State Tax Board's Property Tax Analysis for various years, the net property tax on
inventory equaled $406.9 M in CY 2000 and $427.6 M in CY 2001. The 2000 pay 2001 inventory AV was
$4.70 B and has grown at an average annual rate of 2.7% over thelast five years. The statewide net average
property tax rate was $8.6955 per $100 AV in CY 2000 and $8.8151 per $100 AV in CY 2001.

Fiscal Impact: Futureinventory assessed values were projected based on historical data. Future average net
property tax rates were estimated based on historical data, the levy reductions for welfare funds, school
general funds, county court appropriations found elsewhere in thisbill, and on the estimated changesto the
total tax base due to the newly adopted real property and personal property assessment regulations. Based
on estimates of futuretotal tax levies and total assessed values, it is estimated that the statewide average net
tax rate will grow at arate of about 1.4% per year in non-reassessment years. An estimate of the future net
property tax on inventory was computed by multiplying the estimated net assessed value of inventory by the
estimated net average tax rates.

The table below showsthe estimated net cost to the state to provide the 100% inventory credit beginning in
CY 2003.

Estimated State Cost of Inventory Tax Credit
Calendar Year Credit Amount Fiscal Y ear Credit Amount
CY 2003 $402.2M FY 2003 $201.1 M
CY 2004 4198 M FY 2004 411.0M
CY 2005 4382 M FY 2005 429.0 M

Based on the estimated growth rates of inventory assessed value and net property tax rates, the cost of the
credit is estimated to grow at about 4% to 5% per year.

Under current law, the state will allow a credit against state income tax for the property tax paid on the first
$37,500 AV of ataxpayer’'s business personal property in the state. The $37,500 AV credit will be first
available based on property tax paid in CY 2003 and can be claimed beginning in 2004 when taxpayersfile
their 2003 income tax returns. In some cases, the elimination of ataxpayer’s net property tax on inventory
contained in this bill could reduce the state’ sliability for the business personal property income tax credit.
While thereis no mechanism to segregate inventory from depreciabl e property asthey apply to the $37,500
AV credit, there are some taxpayers who have total assessments, including inventory, that are at or under
$37,500. For these taxpayersit is clear that the Inventory Tax reduction in this bill would reduce the state’s
income tax credit liability. The amount of the reduced state liability for the income tax credit is estimated
at $3 M - $6 M annually under this bill and would affect revenue collections beginning in FY 2004.

Property Tax Replacement Credit Elimination: Under current law, the state paysProperty Tax Replacement
Credits (PTRC) in the amount of 20% of most school and civil taxing unit operating fund levies. PTRC is
currently paid fromthe Property Tax Replacement Fund whichisannually supplemented by the state General
Fund.
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The state's PTRC expense would be eliminated under this bill beginning in CY 2003. The PTRC expense
was $886.5M in CY 2001 and has grown at an average annual rate of 4.3% over the last five years. The
reduction in PTRC expenditures under this bill is estimated in the following table.

Estimated State PTRC Expenditure Reductions
Calendar Year Credit Amount Fiscal Year Credit Amount
CY 2003 $ 9649 M FY 2003 $ 4825M
CY 2004 991.0M FY 2004 9779 M
CY 2005 1,017.7M FY 2005 1,004.4 M

The bill would abolish the Property Tax Replacement Fund (PTRF). Under current law, 40% of Sales Tax
collections are placed into the PTRF. This bill would redirect that portion of the collections to the state
General Fund.

Currently, if the Rainy Day Fund (RDF) balance at the end of a statefiscal year exceeds 7% of thetotal state
Genera Fund revenues for that year, the excess is appropriated from the RDF to the PTRF. Along with
abolishing the PTRF, thisbill would repeal the transfer requirement. After FY 2003 the RDF balance would
not be subject to any cap and would continue to grow based on interest earnings and statutory transfers to
and from the General Fund.

Earned Income Tax Credit Refunds: The refundable portion of the earned income tax credit (EITC)
gualifiesas Maintenance of Effort (M OE) expendituresand would contributetoward the state'sannual MOE
requirement under the Temporary Assistanceto Needy Families (TANF) program. Based on datafrom 1999
tax returns, EITC refunds for those eligible under current law total an estimated $13.8 M. The changes
proposed in the bill are estimated to increase the refundable EITC by about $25.4 M annually.

Explanation of State Revenues:

Corporate Taxes: This bill eliminates the Gross Income Tax and the Supplemental Net Income Tax and
establishes a Corporate Adjusted Gross Income Tax at arate of 8.5% applied to apportioned Indiana AGI.

Thisbill eliminatesthe Indiana Corporate GrossIncome Tax, IC 6-2.1, as of December 31, 2002. Taxpayers
filing on a calendar year basis will end their year and pay the final payment on April 15, 2003. Fiscal year
Corporate Gross Income Tax filerswill also end their year on December 31, 2002, and make a payment for
the shortened tax year on April 15, 2003. They may then begin anew shortened year in 2003 to re-establish
their fiscal year for tax purposes.

Background: Currently the Corporate Gross Income Tax appliesto regular corporationswho must compute
their gross tax liability and their adjusted gross tax liability and pay the greater of the two. A corporation
must then subtract that liability from apportioned Indiana Adjusted Gross Income (AGI) and pay
Supplemental Net Income Tax (SNIT) at arate of 4.5% on that tax base. The effectivetax ratefor ataxpayer
paying Adjusted Gross Income Tax and Supplemental Net Income Tax is 7.747%.

Methodology: Theimpact of eliminatingthe GrossIncome Tax isestimated by cal culating IndianaCorporate
AGI from Supplemental Net Income Tax payments. By applying the effectiverate of 7.747% to the tax base
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and subtracting total corporate tax receiptsfor agiven year, the effect of the GrossIncome Tax on Indiana’ s
corporate incometax revenueisisolated. The estimate of revenuelost in FY 2003, one-half the annual total
for that year, is$162.75 M and $340.4 M in FY 2004.

Increasing the tax rate from an effective rate of 7.747% to 8.5% on apportioned Indiana AGI is effective for
taxable years beginning after December 31, 2002. Therefore, it would take effect mid-way through state FY
2003. If corporations adjusted tax paymentsimmediately, the impact is estimated to be an additional $37.9
M in FY 2003. Itislikely that taxpayers will not adjust on time and that most taxpayers will not remit the
full amount for the higher rate until filing after the end of their fiscal year. In that case most or all of the
$37.9 M will be shifted into FY 2004. Adjusted Gross Income Tax revenue collections would increase by
an additional $80 M in FY 2004.

Impact on Insurance Premiums Tax: Thishill requiresinsurance firmsbased in Indiana (domestic insurers)
to pay the Premium Tax on the insurance sales in Indiana, less allowable deductions. Under current law,
domestic insurers may elect to pay either the Gross Income Tax or the Premium Tax. Domestic insurers are
also required to pay SNIT regardless of their election of Gross Income Tax or Premium Tax. This bill, as
noted above, will eliminatethis SNIT liability. While data limitations make the specific tradeoff from these
provisions on state General Fund revenues indeterminable, according to several industry sources, it is
expected that the combination of these provisions will have an offsetting impact on state General Fund
revenue during FY 2003 and FY 2004.

Background Information: The five-year phase down of the state’s Premium Tax was initiated by P.L.144-
2000 and lowered the rate from 2.0% in CY 2000 to 1.3% in CY 2005. The schedule is shown below.

Premium Tax Rate
CY 2000 2.0%
CY 2001 1.9%
CY 2002 1.8%
CY 2003 1.7%
CY 2004 1.5%
CY 2005

and 1.3%
thereafter

Of the approximately 100 domestic insurancefirmsthat reported insurance salesin Indianaduring CY 2000,
36 elected to pay the Premium Tax. These firms remitted approximately $3.1 M in Premium Taxes during
CY 2000. Domesticinsurerswroteapproximately $2,643 M intaxablepremiumsin Indianaduring CY 2000.

BusinessFranchise Tax: Thishill alsoimposesaBusinessFranchise Tax measured by net worthon all legal
entities doing businessin Indiana. Theterm “legal entities” for tax purposes excludes sole proprietorships.
Thetax isimposed at arate of 0.3% on net worth apportioned to Indiana. Thereisaminimum tax of $50 and
amaximum tax of $100,000 per business entity. Members of aconsolidated group for incometax purposes
may not filefor Franchise Tax onaconsolidated basis. A taxpayer with ownershipinterest in another Indiana
business may take a deduction equal to the amount of net worth invested in the other Indiana business,
provided the taxpayer’s ownership interest constitutes 20% of the total ownership of the business entity.

Methodology: TherevenuefromaBusinessFranchise Tax inIndianawasestimated based ontherelationship
between net worth and both employment [EMP] and gross state product [GSP]. Data from four states
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(Alabama, Mississippi, North Carolina, and Tennessee) which currently have a franchise tax was utilized.
A pooled, cross-sectional, time series ordinary least squares regression model describes the relationship
between net worth and GSP and EMP. The model yielded an estimate of total net worth apportioned to
Indianawhich when multiplied by the 0.3% rate gave a projected revenue estimatefor an uncapped franchise
tax. An estimate of the effect of imposing a cap per entity on Indiana s Franchise Tax was constructed
through analysis of Indiana business income tax return data. This methodology yields aforecast of $315.3
M for CY 2003, which is estimated to grow at the same rate as other business income, 3% per year.

Taxpayers are to remit this tax during the fourth month after their tax year begins. Approximately 60% of
corporatetax payersfileonacalendar year basis. Therefore, it isestimated that approximately $189.2 M will
be remitted in FY 2003 and $321 M in FY 2004.

Research Expense Credit: Thishill eliminatestheapportionment factor for the Research Expense Credit and
increases the credit from 5% to 20% for tax years beginning January 1, 2003. It is estimated that these
changes will result in a revenue loss ranging from $22.5 M to $34.3 M in FY 2003 (due to changes in
estimated quarterly payments) and $46.3 M to $71.3 M in FY 2004.

Over the past four years, the current Research Expense Credit has ranged from $9.2 M in FY 1996 to $24.2
M in FY 1999. It is difficult to estimate the exact impact of continuing thistax credit since it is dependent
on both the amount of research expenses individual taxpayers make during the year and their total tax
liability.

Apportionment Provision: This modification would mean that the credit is based on the taxpayer's Indiana
gualified research expenses, rather than the lesser of its Indiana qualified research expenses or its
apportioned research expenses for the tax year beginning January 1, 2003. Currently, only businesses that
do not have income apportioned to the state for a taxable year may calculate their credit based on only
Indiana research expenses.

This change would lower the tax liability for multi-state, Indiana-domiciled companies that conduct a
significant proportion of their research in Indiana, compared to the research conducted through their non-
Indiana operations. Elimination of the apportionment factor will allow all companies to compute their tax
credit based on the amount of research actually conducted in the state. It is unknown how many Indiana
businesses would be affected by this change.

Rate Change: The hill also increases the percentage of credit which may be taken for research and
devel opment activities from 5% to 20%.

Elimination of Expiration Date: This bill also eliminates the December 31, 2002, expiration date for this
credit and effectively makes this a permanent credit available to taxpayers.

With additional incentives created for research and development activity based in the state of Indiana, the
revenuelossfrom this credit could increase by an indeterminable amount. The credit provides $200,000 for
each $1 M in new research expenses. Increased expenditures on research activities could also generate
additional Adjusted Gross Income and Sales Tax revenue if these expenses are used to hire additional
employees or purchase related equipment.

Research expense tax credit affects revenue collections deposited in the General Fund.
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Graduated Individual AGI Tax Rate Structure: The bill replaces the current state AGI tax rate equal to
3.4% on al taxableincome with agraduated tax rate structure beginning in tax year 2003. The graduated tax
rate structure would impose a 3.9% rate on taxable income up to $90,000 and a4.4% rate on taxableincome
above$90,000. Theratechangeal oneisestimated toincreaseindividual Adjusted GrossIncomeTax revenue
by 15.1%. The estimated increase is the average change in tax liability observed in simulations conducted
with datafromindividual incometax recordsfrom 1996 t01999. Asaresult, the graduated tax rate structure
is expected to increase revenue by approximately $224.4 M in FY 2003 and $602.2 M in FY 2004. These
totals are based on the updated FY 2003 individual Adjusted Gross Income Tax forecast of $3,857.0 M and
estimated FY 2004 revenue totaling $3,988.1 M. The FY 2004 estimate assumes 3.4% revenue growth over
FY 2003 (equal to the forecast revenue growth for FY 2003). The FY 2003 total also assumes that the tax
rate change will impact monthly withholding and quarterly estimated tax payments during the second half
of the fiscal year. Some employers and tax payers may not make these adjustments on time to accurately
reflect the tax change beginning January 1, 2003.

Increase in Dependent Child Exemption: The bill increases the exemption for dependent children from
$1,500 to $2,000 per dependent child claimed beginningin tax year 2003. Under current law, ataxpayer may
reduce hisor her state taxableincome by $1,500 per dependent child. For ataxpayer to claim the exemption,
the dependent child must be (1) the taxpayer’ s son, stepson, daughter, stepdaughter, or foster child, and (2)
either be under the age of 19 or afull-time student who is under the age of 24. In 1999, exemptionstotaling
$2,358.6 M wereclaimed for an estimated 1.57 M dependent children. The number of children claimed under
the dependent child exemption is expected to increase to approximately 1.71 M in 2003 and 1.74 M in 2004.
This estimate is based on recent trends in the federal dependent exemption which suggests a long-run
increase of roughly 2% annually in the number of dependent children claimed. (Since the dependent child
exemption wasinitiated in 1997, the growth rates between 1997 and 1999 are not indicative of thelong-run
trend that may be expected relative to this exemption.) Based on the dependent child estimates, the $500
increase in the exemption is expected to cost approximately $14.4 M in FY 2003 and $34.8 M in FY 2004.
Thisassumes an average tax rate of 4.04%, which was derived from simulations of the tax rate change. The
FY 2003 total also assumes that the change to the dependent child exemption will impact monthly
withholding during the second half of the FY 2003.

Increasein Renter’ s Deduction: Thebill increasesthe renter’ s deduction from $2,000 to $3,000 beginning
in tax year 2003. Under current law, ataxpayer may deduct from his or her state taxable income an amount
equal to thetotal rent paid during atax year up to $2,000. The rent deducted must be paid on the taxpayer’s
principal place of residence. In 1999, 637,500 taxpayers deducted rent totaling approximately $1,187.9 M
under the renter’ s deduction. From 1989 to 1998 the number of taxpayers claiming the deduction increased
by about 1.33% annually, and the average amount deducted increased by about 0.57% per year. Based on
these trends, the current $2,000 renter’ s deduction is estimated to total approximately $1,281.1 M in 2003
and $1,305.5 M in 2004. In addition, the 33% increase in the maximum allowable deduction in 1999 (from
$1,500 to $2,000) resulted in a28.5% increase in the average renter’ s deduction in 1999. This suggests that
a 50% increase in the maximum allowable deduction (from $2,000 to $3,000) would result in a 42.7%
increase in the average renter’s deduction. Assuming the average of the two response rates (36%), the
increaseinthe renter’ sdeduction is estimated to cost approximately $27.0 M in FY 2004. Thisestimate also
assumes an average tax rate of 4.04% which was derived in simulations of the tax rate change.

(Note: For taxpayers claiming both the dependent child exemption and the renter’s deduction, the two
provisions could interact such that the full extent of each increaseis not claimed by such ataxpayer. This
would require that the combined tax value of each increase exceeds the taxpayer’sincome tax liability. As
aresult, the interaction of the two provisions could serve to lower the estimated revenue loss from each.
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However, the extent of thisimpact is not expected to be significant.)

Expansion of Earned Income Tax Credit: The bill increases the earned income tax credit (EITC) and
expands the coverage of the credit beginning in tax year 2003. Under current law, ataxpayer may claim the
EITCif: (1) the taxpayer has at |east one qualifying child; (2) the taxpayer’sincome from all sources does
not exceed $12,000; and (3) at least 80% of the taxpayer’s Indiana total income is earned income. The
amount of this refundable credit is equal to:

($12,000 - the taxpayer’s Indiana total income) x (the AGI tax rate of 3.4%).

Thebill changes the maximum income level for purposes of computing the EITC from $12,000 to $18,000,
and, in tandem with the AGI tax rate changes discussed above, the bill increases the rate at whichthe EITC
iscomputed to 3.9%. Both of these changes will increase the credit amount made available to current EITC
recipients. Inaddition, theincreaseintheincomelevel will extendthe credit to taxpayerswhoseincomefrom
all sourcesis between $12,000 and $18,000.

Data from 1999 income tax records indicates that approximately 105,000 taxpayers were eligible to claim
the EITC under current law. The credit amount available to these taxpayers is estimated to total $17.5 M,
with refunds totaling an estimated $13.8 M. The changes made by the bill are estimated to increase the
annual cost of the EITC by approximately $36.0 M. (Based on adjustments to withhol dings, the estimated
additional revenuelossin FY 2003 would be approximately $15 M.) This estimate is based on simulations
using data from 1999 tax return information for taxpayers with an Indiana total income between $1 and
$18,000 and a qualifying child. The simulations account for the proposed AGI tax rate change and the
proposed changes in the dependent child exemption and the renter’ s deduction.

I nvestment Tax Credit for New Personal Property: This provision creates an income tax credit available
for ownersof new business personal property. The property would haveto be anewly purchased depreciable
asset, beused in the production of income, and have auseful life of at |east threeyears. Theincometax credit
would equal 25% of the net property tax paid on the property in its first taxable year and 15% of the net
property tax paid on the property in its second taxable year.

The income tax credit may be taken against the taxpayer's liability under the Corporate Adjusted Gross
Income Tax, Financial Institutions Tax, and Insurance Premiums Tax. If the amount of the credit exceeds
the taxpayer'sliability, the taxpayer would be entitled to arefund. The Investment Tax Credit would reduce
state revenues.

The credit would be available for property first reported for the 2003 assessment date or in a later year.
Property taxesfor the 2003 assessment date would be paid in 2004. The credit would first be claimed for tax
years beginning 2004. Adjusting for estimated quarterly payments, revenue collections would be impacted
beginningin FY 2004 with thefull cost of the credit beginningin FY 2005. The cost of the credit isestimated
in the following table.
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Investment Tax Credit
State Revenue Reduction Estimate

Tax Year Credit Amount Fiscal Year Credit Amount
2004 $90.3 M FY 2004 $45.1M
2005 96.0 M FY 2005 93.1M

The Investment Tax Credit would not be available for property on which the taxpayer received a Capital
Investment Tax Credit (in Shelby County) or a Rerefined Lubrication Oil Facility Credit.

Sales & Use Tax: Thishill increases the Sales and Use Tax from 5% to 6% effective July 1, 2002. The bill
also makes changesin the manner in which Sales and Use Tax revenue is distributed. The bill changes the
distribution of the revenue so that revenue generated as aresult of thetax increaseis deposited into the state
General Fund. Thebill also shifts Salesand Use Tax distributionsthat previously went into the Property Tax
Replacement Fund to the state General Fund. The bill changes the distributions to the Public Mass
Transportation Fund, the Commuter Rail Service Fund, and the Industrial Rail Service Fund so that the
amounts distributed to these funds do not increase as aresult of the Sales Tax rate increase.

The increase will generate approximately $720.4 M in FY 2003 and $806.4 M in FY 2004. This estimate
assumes that the Sales Tax revenue will grow 2.6% over FY 2003. (Thisis the same rate forecast for FY
2002 by the Revenue Technical Committee on November 14, 2001.) The estimate for FY 2003 assumes
increased Sales Tax revenuefromonly 11 of the 12 monthsinwhich theincreaseisin effect during FY 2003
because of the timing of remittance and posting of Sales Tax revenue.

Sales and Use Taxes are currently deposited in the state General Fund (59.03%), the Property Tax
Replacement Fund (40%), the Public Mass Transportation Fund (0.76%), the Commuter Rail Service Fund
(0.17%), andtheIndustrial Rail Service Fund (0.04%). Thishill will changethedistributiontothefollowing:
state General Fund (99.192%), Public Mass Transportation Fund (0.633%), Commuter Rail Service Fund
(0.142%), and the Industrial Rail Service Fund (0.033%).

New Funds: The bill also establishesthe Tax Relief Fund and the Tuition Support Stabilization Fund. The
Tax Relief Fund is established to provide a source of money to maintain the inventory tax replacement and
homestead di stributions and to meet the state’ sobligationsfor welfare, trial courts, and police and firefighter
pension relief when economic conditions result in lower General Fund revenue collections. The Tuition
Support Stabilization Fund isto provide a source of funds to maintain state tuition support payments under
similar conditions. These funds are to be administered by the state Treasurer. Interest that accruesto these
funds will remain in the funds. Money in the funds at the end of the fiscal year do not revert to the General
Fund. The Budget Director shall determine the unused 21% Century Tax Plan balance to be transferred into
these funds. Fifty percent of the balance shall be transferred into each fund.

Based on the above estimates, it is anticipated that approximately $518.6 M could be transferred to these
funds (or $259.3 M each) at the end of FY 2003. Approximately $304.2 M (or $152.1 M each) could be
transferred at the end of FY 2004.

Explanation of L ocal Expenditures. Trial Court Levies: Background Information: Under this bill, the
counties would still be responsible for financing some court expenditures. The following lists the
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expenditures the counties would continue funding:

. county supplements for judicial salaries,

. guardian ad litem and court-appointed special advocates,
. criminal defense for indigent defendants,

. |aw books, and

. the costs of operating juvenile detention facilities.

Pension Relief Distribution: Local unitswith membersinthe 1925, 1937, 1953, and/or the 1977 Fundswill
receive the additional distributions.

Explanation of Local Revenues:

School General Fund Property Tax Levies: Thereductionsin property taxesand Motor Vehicle Excise Tax
and FIT revenue are offset by increased state tuition support funding.

Welfare Levy Elimination: County revenues and expenditures would both be reduced by the amount listed
under the State Expenditure section for state welfare takeover. Overall, the expenditure change and the
revenue change result in no net changes to counties.

Trial Court Levies. Because the state would assume the costs of the trial court expenditures described in
State Expenditures, this bill would reduce the authority of county governments to tax property for these
portions of the operations of the courts. Overall, the expenditure change and the revenue changeresult in no
net changes to counties.

Background Information- Counties would continue to retain the following fees:

. support fees,

. guardian ad litem fees,

. supplemental public defender fees,

. user fees,

. county drug free community fees, and
. various other fees.

Homestead Credit Increase: The increase in Homestead Credits would not affect local revenues.
Homeowners' property tax bills would be reduced by the additional credits, but the state would reimburse
local taxing units for the lost revenue.

I nventory Tax Credit: Thisprovision would not affect local revenues. Inventory owners' property tax bills
would be reduced by the amount of net property tax that they pay on businessinventory, but the state would
reimburse local taxing units for the lost revenue.

Property Tax Replacement Credit Elimination: Total local revenueswould not be affected by thisprovision.
Taxpayers would pay the entire (gross) levy under this proposal, rather than the net (of PTRC) levy under
current law. Likewise, TIF districtswould no longer be permitted to allow a PTRC-like credit in the district.

Effectson Tax I ncrement Financing: Taxincrement financing (T1F) allocationsareequal totheincremental
assessed value in a TIF area multiplied by the surrounding taxing district's tax rate. As a consequence of
eliminating the welfare, court, and one-half of the school general fund levies and tax rates, TIF proceeds
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would be reduced. If these tax rates had been eliminated in CY 2001, TIF districts, statewide, would have
lost about $26.2 M. However, this bill permits the TIF district's governing body to impose a specia
assessment on the property in the TIF areain order to meet the district's obligations.

Effects on Local Option Income Tax Distributions: Under current law, counties that impose the County
Option Income Tax (COIT) may provide alocally funded Homestead Credit up to an additional 8%. COIT
revenue that is not used to fund the local Homestead Credit is distributed to civil taxing units (counties,
townships, cities, towns, libraries, and special taxing units). A reduction in the property tax levy would
reducethe cost of providingthelocal Homestead Credit, thereby directingmore COIT revenueto civil taxing
units.

Under current law, countiesthat imposethe County Adjusted GrossincomeTax (CAGIT) must allocatelocal
Property Tax Replacement Creditsto civil taxing units and to school corporations. The amount of property
tax relief isdependent onthe CAGIT tax rate and on thetotal amount of CAGIT proceedsin the county. The
total amount of property tax levies does not affect the amount of CAGIT proceeds used for property tax
relief. CAGIT revenue that is not used to reduce the property tax leviesthat are being eliminated under this
bill would be used to reduce other property tax leviesin the county.

COIT and CAGIT certified shares are the amount of local option tax proceeds that are available for
distribution to civil taxing units after local Homestead Credits and local Property Tax Replacement Credits,
respectively, are paid. Certified shares are distributed based on a civil taxing unit’s proportionate share of
the total civil unit property tax levy. The bill adjusts the basis for the distribution to include the amount of
the levies that are being eliminated. This calculation ensures that the bill does not alter the proportion of
certified shares that civil unitsin adopting counties will receive.

Increases in Dependent Child Exemption & Renter’s Deduction: The bill increases the dependent child
exemption and renter’ s deduction beginning in tax year 2003. Because these changeswill decrease Indiana
taxableincome, countiesimposing local optionincometaxes(CAGIT, COIT, and/or CEDIT) may, asaresult
of the bill, experience an indeterminable decrease in revenue from these taxes.

State Agencies Affected: Auditor; Department of Education; Department of State Revenue; State Budget
Agency; Public Employees’ Retirement Fund (PERF) as administrators of the Pension Relief Fund and the
1977 Police Officers' and Firefighters' Pension and Disability Fund; Department of Local Government
Finance (State Tax Board); Indiana Supreme Court, Division of State Court Administration; Treasurer.

Local Agencies Affected: Loca units with members in the 1925, 1937, 1953, and/or the 1977 Funds;
Schools; Tria Courts; TIF districts; County auditors; all local taxing unitsthat receive local option income
tax revenue.

I nfor mation Sour ces. Revenue Technical Committee’ sSNovember 14, 2001, Revenue Forecast; Department
of State Revenue; Property Tax Analysis, various years, Local Government Database- State Board of Tax
Commissioners (Department of Local Government Finance); Doug Todd of McCready & Keane, Inc.,
actuaries for the Police and Fire Funds and PERF, 576-1508; School Finance Database; 1996 and 2000
Indiana Judicial Reports; Dan Bastin, Auditor of State’s Office.
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